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The Nexus Between Fiscal Freedom and Investment Freedom: The Case of E7
Countries
Mehmet Bolukbaş
Aydın Faculty of Economics
Aydın Adnan Menderes University, Turkey

Abstract
The idea that there are no restrictions in the economic attitude and behaviour of individuals and
firms in the economy is expressed as economic freedoms. Today, the term of economic freedom
still does not have a universal concept. However, it is known that there are free market conditions
in countries that support economic freedom and the role of the state in the economy is kept at a
minimum. There are many criteria for measuring the economic freedom of countries, and fiscal
freedom and investment freedom are among the economic freedom criteria. The aim of the study
is to analyse the causality relationship between fiscal freedom and investment freedom is
conducted on E7 countries (Emerging 7; Brazil, China, India, Indonesia, Mexico, Russia, and
Turkey) through a 25-year period between 1995 – 2019. The test results present that, there is a
bidirectional causality between fiscal freedom and investment freedom in Indonesia. It is also
inferred that there is a unidirectional causality from fiscal freedom to investment freedom in Brazil
and Russia while the direction of the causality is reversed (from investment freedom to fiscal
freedom) in Turkey. We may state that fiscal freedom is the cause of investment freedom in Brazil
and Russia, in contrast, investment freedom cause to fiscal freedom in Turkey. Besides that, unlike
the other E7 countries, fiscal freedom and investment freedom are the cause of each other in
Indonesia.
Keywords: economic freedom, fiscal freedom, investment freedom, causality test, panel data, E7
countries
Recommended Citation: Bolukbaş, M. (2021). The nexus between fiscal freedom and
investment freedom: The case of E7 countries. In C. Cobanoglu, & V. Della Corte (Eds.),
Advances in global services and retail management (pp. 1-7). USF M3 Publishing.
https://www.doi.org/10.5038/9781955833035
Introduction
In countries where economic freedom is high, various economic and social developments are seen
such as better functioning of institutions, new opportunities in the economy, increased productivity
and sustainability levels, high value-added production structure. There are many criteria for
measuring the economic freedom of countries. The Heritage Foundation (2021) calculates
economic freedom with many different factors; we may see these factors below;
As seen above, fiscal freedom and investment freedom are also among the economic freedom
criteria. Within the study, the relationship between fiscal freedom and investment freedom is
investigated econometrically. With the increasing importance of the concept of economic freedom
as a global concept, studies in this field have gained an important place in the literature. The studies
in the literature about economic freedoms generally include the relationship between economic
1

University of South Florida M3 Center Publishing

freedom and foreign direct investments, economic growth, tax revenues and other macroeconomic
variables, and findings show that there is a relationship between these variables. Unlike other
studies, this study examines the nexus between fiscal freedom and investment freedom, as two
sub-criteria of the economic freedom index. The main aim of the study is to define whether the
levels of fiscal freedom and investment freedom affect each other in E7 countries. For this purpose,
the study is structured under two main sections. In the first part of the study, the literature review
regarding the subject are included. In the second part, current fiscal freedom and investment
freedom indicators of E7 countries are presented and the causal relationship between fiscal
freedom and investment freedom is analysed by panel causality test.
Figure 1: Different Factors of Economic Freedom

Source. The Heritage Foundation, 2021

Literature Review
The studies examining the relationship between economic freedom and various macroeconomic
variables, especially economic growth are frequently encountered in the literature. On the other
hand, we could not find any studies dealing with fiscal freedom and investment freedom. Most of
the studies in the literature concentrate on the relationship between economic freedom and
investment. Some of these studies and their findings are mentioned in this section of the study. For
example, Şenalp (2019) examines the effects of economic freedom and foreign direct investment
on economic growth for 83 developing and developed countries for the period from 1970 to 2009.
The findings of the study indicate that economic freedom does have a power to affect economic
performance through foreign direct investment. Imtiaz and Bashir (2017) focused on the role of
domestic investment climate with other macroeconomic indicators in attracting foreign direct
investment in South Asia for the 1995-2014 period. Panel data findings revealed that fiscal and
trade freedom has significant influence on foreign direct investment in South Asia countries.
Hossain (2016) analysed the nexus between economic freedom, foreign direct investment and
economic growth by using panel data analysis for 79 developing countries over the period 19982014. It has been understood from the results that host country’s economic freedom is a positive
determinants of foreign direct investment inflows in developing countries. Zghidi, Sghair, and
Abida (2016) studied the causal relationship between foreign direct investment, economic freedom
and economic growth with a panel of four North African countries for the 1980-2013 period. The
authors found strong evidence of a positive relationship between foreign direct investment and
economic growth with panel data analysis. Chen, Chen, and Jin (2015) investigated the
relationship among economic freedom, investment flexibility, and equity value with data of 30
countries for the 2000–2010 period and they drew attention to the greater economic freedom
enhances equity value. Quazi (2007) investigated economic freedom and foreign direct investment
in East Asia countries for the 1995–2000 period. Panel test findings show that economic freedom
is a significant determinant of foreign direct investment. As we see above most of the studies on
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the subject in the literature focus on the relationship between economic freedom and investment.
There are no studies examining the link between fiscal freedom and investment freedom. Unlike
other studies, our study examines the relationship between fiscal freedom and investment freedom.
In this context, the relationship between variables is tested econometrically in the next stage of the
study,
Data Set and Causality Test
Within this study, the analysis of causality between fiscal freedom and investment freedom is
conducted on E7 countries through a 25-year period between 1995–2019. Within the study, the
fiscal freedom is defined as (FF)=tax burden which is consist of three main factors. According to
the Heritage Foundation (2021), these factors are the top marginal tax rate on individual income,
the top marginal tax rate on corporate income, and the total tax burden as a percentage of GDP).
On the other hand, we also use the investment freedom (IF) data measured in line with various
investment factors by the Heritage Foundation (2021). Heritage Foundation gives a value between
zero and one hundred while measuring the freedom scores of the countries. While the country that
gets one hundred points in the freedom index or gets the highest value over a hundred points is
referred to as the country with the highest freedom scores, it can be said that freedom score
decrease with the score value-approaching zero.
E7 countries which is called “emerging 7” have high growth rates in recent years and these
countries attract many people to study on due to the increases seen in their growth levels. In this
study, E7 countries are evaluated in terms of their fiscal and investment freedoms. Although these
countries are similar in terms of development, they differ in terms of freedoms. The table below
reflects the economic freedom index scores in the mentioned countries in 2020. Although the
countries are similar in terms of their economic freedom scores, Indonesia (67.2) and Mexico (66)
are the countries with the highest economic freedom in the country group considered. The data
about the E7 countries acquired from Heritage Foundation shows that Russia has the best fiscal
freedom score (88.5) among E7 countries in 2020. Indoneisa (83.4) and India (79.4) follow Russia
respectively in terms of fiscal freedom. The countries also differ in terms of investment freedom;
Mexico (75) and Turkey (70) have the highest investment freedom score, China (20) and Russia
(30) have the lowest investment freedom score in 2020 among E7 countries. It seems that although
E7 countries are similar in terms of economic development, they differ from each other in terms
of economic freedom. The graph showing the economic freedom, fiscal freedom and investment
freedom indices in E7 countries for 2020 is presented in Figure 2.
Figure 2: Economic, Fiscal and Investment Freedoms of E7 Countries (2020)
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The following table has been created in order to see the fiscal freedom and investment freedom
index values of the last five years in E7 countries. As can be understood from the table 1, the fiscal
and investment freedoms of the countries may differ from year to year.
Table 1: Fiscal and Investment Freedoms of E7 Countries
2016

Fiscal Freedom
Investment Freedom

Brazil
69.7
55

China
69,7
30

India
77.1
35

Indonesia
83.4
40

Mexico
74.9
70

Russia
82.2
25

Turkey
75.2
75

2017

Fiscal Freedom
Investment Freedom

70.1
50

70.0
20

77.2
40

83.6
35

74.9
70

81.8
30

75.5
75

2018

Fiscal Freedom
Investment Freedom

70.6
50

70.4
25

79.4
40

83.7
40

75.7
75

85.8
30

74.7
75

2019

Fiscal Freedom
Investment Freedom

70.5
50

70.4
25

79.4
40

83.7
45

75.8
75

89.4
30

76.4
70

2020

Fiscal Freedom
Investment Freedom

70.4
60

70.4
20

79.4
40

83.4
50

76.1
75

88.5
30

76.7
70

Source. Heritage Foundation, 2021

In the empirical part of this study a panel data model (1) is created to forecast the causality between
fiscal freedom and investment freedom. The model is based on the panel bootstrap Granger
causality test. The mentioned test (by Kònya (2006)) has some advantages compared to other
causality tests:
•
•
•

Kònya (2006) bootstrap panel Granger causality test does not require pre-tests
(stationarity and cointegration tests).
The test relies on a more realistic assumption as it allows for cross-sectional dependence.
The test allows panel heterogeneity and so country-based comparisons is possible out of
individual country results.

Before starting test we need to do two steps to complete this test. In the first step, we should
observe that whether cross-sectional dependence and panel heterogeneity is valid for the whole
panel. And then we may forecaste Granger causality for each country based on the method of
seemingly unrelated regression (SUR) in the second step. As we know from the literature, crosssectional dependence signifies whether the cross-sections are correlated or not. We always expect
that the countries are affected by the common factors. That means that a shock experienced in one
country can affect other countries as well. Considering the high dependency between countries in
today's world it is of high probability that a shock regarding fiscal freedom or investment freedom
within a country will affect other countries as well.
Regarding this subject Pesaran (2004) stated that the forecasts not considering cross-sectional
dependence will be biased and inconsistent. In order to set cross-sectional dependence, BreuschPagan (1980) proposed Lagrange Multiplier (LM) test statistic that provides the chi-square
distribution with N(N-1)/2 degrees of freedom. Information in the literature shows that the LM
statistic is used to test cross-sectional dependence when T → ∞ and N is constant, (i.e. T > N).
However, when N is high, the power of the LM statistic is limited. In order to cure this problem,
Pesaran (2004) suggested two different tests that display asymptotic standard normal distribution:
LM2 for T → ∞ and N → ∞ (T>N); CD for cases in which N is high and T is relatively low, (i.e.
N > T). According to another information in the literature for these tests; in cases where the group
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mean is zero as against the individual means being less/more than zero, LM2 and CD tests may fail
in rejecting the null hypothesis that there is no cross-sectional dependence. And to overcome this
issue, Pesaran, Ullah and Yamagata (2008) suggested bias-adjusted LM (LMadj) statistic with
asymptotic standard normal distribution for cases in which 𝑇 → ∞ and 𝑁 → ∞.
Another important assumption in Kònya (2006) bootstrap panel Granger causality test is to check
the heterogeneity of slope coefficients. In order to test this assumption we usually use Swamy
slope homogeneity statistic which is proposed by Swamy (1970). An important point to know
about this test it is only efficient when T>N. In the Kònya (2006) bootstrap panel Granger causality
test, we need to have wald test statistics and bootstrap critical values. These are calculated by
means of SUR system forecast developed by Zellner (1962). The critical values of cross sections
are obtained with bootstrap in the Kònya (2006) bootstrap panel Granger causality test. Therefore,
the series are handled with initial values and stationarity test is not required in cross-sections. In
this method, wald test is also applied to examine causality and the equations are based on the SUR
system and can be represented as (Kònya, 2006);
&'!

&)!

𝑌!,# = 𝛼!,! + , 𝛽!,!,$ 𝑌!,#%$ + , 𝛾!,!,$ 𝑋!,#%$ + 𝜀!,!,#
$(!

$(!

&'"

&)"

𝑌*,# = 𝛼!,* + , 𝛽!,*,$ 𝑌*,#%$ + , 𝛾!,*,$ 𝑋*,#%$ + 𝜀!,*,#
$(!

(1)

$(!

&'#

&)#
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$(!
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$(!
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In these equations, Y is fiscal freedom index; X is investment freedom index; N is the number of
countries (7); t is the time period (1995-2019) while 𝜀 is the disturbance, 𝛼, 𝛽 and 𝛾 are common
factors. The maximum lag length is denoted as l in this analysis (The lag length variances are allowed
in equations systems; nevertheless, it is assumed that they do not vary by cross-sections. The maximum lag
length is set as 4 and the appropriate lag lengths for the systems have been determined according to Akaike
(AIC) and Schwarz (SBC) information criterion.). The forecast may bring forth four different types of

causality (Kònya, 2006, p. 981);
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•
•
•
•

Unidirectional Granger causality exists from X to Y when 𝛾!,, ≠ 0 and 𝛽*,, = 0 for each i.
Unidirectional Granger causality exists from Y to X when 𝛾!,, = 0 and 𝛽*,, ≠ 0 for each i.
Bidirectional Granger causality exists between X and Y if 𝛾!,, ≠ 0 and 𝛽*,, ≠ 0 for each i.
Granger causality does not exist between X and Y if 𝛾!,, = 0 and 𝛽*,, = 0 for each i.

Table 2: Cross-Sectional Dependence and Slope Homogeneity Test Results
Method

Model-1
FF
IF
Stats.
Prob.
Stats.
Prob.
Stats.
Prob.
Cross-sectional dependence
LM1
36.51**
0.019
36.22**
0.021
37.30**
0.016
2.39*
0.008
2.34*
0.009
2.51*
0.006
LM2
CD
1.59***
0.055
-2.91*
0.002
-3.18*
0.001
LMadj
9.73*
0.000
1.34***
0.089
0.43
0.331
Slope homogeneity
10.20*
0.000
∆"
"∆𝐚𝐝𝐣
10.85*
0.000
Notes. *, **, and *** denote the significance for at 0.01, 0.05 and 0.10 levels, respectively.

Table 2 shows the cross-sectional dependence and slope homogeneity test results. The findings of
the test indicate that the null hypothesis of no cross-sectional dependence for fiscal freedom (FF)
and investment freedom (IF) are rejected based on all test statistics. These findings suggest the
fiscal freedom and investment freedom in E7 countries also affect other countries. On the other
hand, according to the slope homogeneity test results, the null hypothesis that assumes the
homogeneity of slope coefficients is rejected at 1% significance levels for the models (1). This
finding shows us that the causality between fiscal freedom and investment freedom may differ as
of countries. The Kònya (2006) panel bootstrap Granger causality test results are reported on Table
3. According to the test results, there is a bidirectional causality between fiscal freedom and
investment freedom in Indonesia. It is also inferred that there is unidirectional causality from fiscal
freedom to investment freedom in Brazil and Russia while the direction of the causality is reversed
(from investment freedom to fiscal freedom) in Turkey. When the estimated coefficients for the
1995 – 2019 period in E7 countries with statistically significant causality relationships are
considered, we can state that fiscal freedom is the cause of investment freedom in Brazil and
Russia, in contrast, investment freedom cause to fiscal freedom in Turkey. Besides that, unlike the
other countries, fiscal freedom and investment freedom are the cause of each other in Indonesia.
Table 3: The Bootstrap Panel Granger Causality Test Results
Country
Wald Statistics
[EC]

H$ : FF ↛ IF
Bootstrap Critical Values

Wald Statistics
[EC]

H$ : IF ↛ FF
Bootstrap Critical Values

Results

1%
5%
10%
1%
5%
10%
Brazil
15.21**[0.029]
21.61
12.69
9.14
0.10
11.76
5.82
3.95
𝐅𝐅 → 𝐈𝐅
China
1.37
146.14
95.02
75.61
0.73
105.87
67.38
54.00
−
India
0.08
18.84
11.13
8.53
1.83
24.25
12.31
9.34
−
Indonesia
3.87**[0.019]
4.75
2.61
1.75
6.12**[0.028]
8.02
4.92
3.67
𝐅𝐅 ↔ 𝐈𝐅
Mexico
2.58
11.38
6.63
4.90
7.34
22.41
14.84
12.04
−
Russia
2.39***[0.074]
6.13
3.04
1.94
3.11
9.76
5.34
3.76
𝐅𝐅 → 𝐈𝐅
Turkey
0.77
23.69
14.67
11.25
18.43***[0.03]
23.42
15.69
12.47
𝐈𝐅 → 𝐅𝐅
Notes. ***, **, and * denote the significance for at 0.10, 0.05 and 0.01 levels, respectively. […] = EC: Estimated coefficients.
Critical values obtained from 10.000 replications.
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Conclusion
Fiscal freedom, which is one of the criteria of economic freedom, is as important as economic
freedom is for a country. The fiscal freedom index, which expresses the tax burden in countries, is
associated with many macroeconomic indicators. In most of the studies in the literature, it is known
that both economic freedom and fiscal freedom are related to macroeconomic indicators. The aim
of this study is to examine the relationship between fiscal freedom and investment freedom. In this
context, an analysis covering the period 1995-2019 was conducted for E7 countries using the data
obtained from The Heritage Foundation. Panel bootstrap Granger causality test by Kònya (2006)
was used as a method in the study. According to the empirical findings of this study, there is a
bidirectional causality between fiscal freedom and investment freedom in Indonesia. That means
fiscal freedom and investment freedom are the cause of each other in Indonesia. We also found
that there is unidirectional causality from fiscal freedom to investment freedom in Brazil and
Russia while the direction of the causality is from investment freedom to fiscal freedom in Turkey.
We may state that fiscal freedom is the cause of investment freedom in Brazil and Russia, in
contrast, investment freedom cause to fiscal freedom in Turkey. The empirical results of the study
seem important in terms of showing the relationship between fiscal freedom and investment
freedom. Based on the findings, it may be said that fiscal freedom and investment freedom are
related in most of the E7 countries, which have attracted attention with their recent economic
developments.
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